International 
Marketing Information 
Series 


| 


af 


Foreign Economic Trends 
and Their Implications 
for the United States 


FEBRUARY 1988 
AUSTRALIA 


FET 88-22 
Frequency: Annual 
Supersedes: 86-22 


PREPARED BY 
AMERICAN EMBASSY CANBERRA 


U.S. DEPARTMENT OF COMMERCE 
International Trade Administration 
Washington, D.C. 20230 


AvailabDie by subscription from the Superintendent of Documents. GPO. Washington. D.C. 20402. Annual subscrip- 
tion, $49.00. Foreign mailing $13.25 additional. Single copies. $1.00, availabie trom Publications Sales Branch, 
Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 





KEY ECONOMIC INDICATORS 
All values in millions of U.S. dollars unless otherwise specified. 


Percentage changes have been calculated in Australian dollars to 
eliminate the effect of exchange rate movements. 


Fiscal Year ending June 30, 1985 1986 1987 1988 
Projections 
1.4700 


Exchange rates: US$1.00 = A$1.5026 1.4767 1.5058 


Domestic Economy 

Population (millions) 15.8 16.0 16.1 16.2 
GDP at current prices 142,906 162,620 175,588 193,200 
Per Capita GDP at current prices 


9,067 10,183 11,926 
GDP at constant 79/80 prices 92,924 98,826 105,800 
% change 1.8 


Consumer Price Index 6/81=100 175 
% change 7.4 
Wage and Salary Index 6/76=100 235 
% change 5.0 
Federal budget deficit as 
% of GDP 


0 
PSBR as % of GDP 


2.2 


Production and Employment 

Labor force (1,000s) 7,270.66 
Unemployment rate (avg %) 8.6 7.9 
Industrial Production Index 

6/77=100 103 108 


Money and Credit 

M3 (average) 55,859 65,678 

_ % change 9.1 18.5 

Broad Money (average) 91,82 107,364 
% change 6.5 14.9 

Bank prime lending rate (%) 17.8 18.0 


Balance of Payments 
Merchandise exports (F.0.B.) 19,440 21,806 
Merchandise imports (F.0O.B.) 20,027 24,123 
Trade balance -587 -2,317 
Current account balance -7,370 -9,846 
Official reserve assets 8,996 8,820 
Gross external debt 45,601 62,398 
Net external debt 34,067 49,414 
Net debt as % of GDP 23.9 30.4 
Debt service ratio interest 

only (%) 12.8 16.5 
Debt service ratio, 

all costs (%) 33.0 43.0 


U.S. - Australia Trade (Calendar Year - U.S. data) 
U.S. exports to Australia 


(F.A.S.) 5,440 5,551 4,083 (Jan-Sept) 
U.S. imports from Australia 


feokets) 3,069 ae Bs 2,528 (Jan-Sept) 
Trade balance 2,371 2;671 1,600 (Jan-Sept) 


Principal U.S. exports: aircraft, ADP/office equipment, chemicals 


Principal U.S. imports: beef, petroleum, iron/steel 


Sources: Australian Bureau of Statistics, U.S. Department of 
Commerce, Embassy forecasts 





SUMMARY * 


The Australian economy emerged from a cyclical decline in 
export commodity prices in 1985-86 and improved steadily in 
1987. The government's salvage operation--negative real wage 
growth, high interest rates, and fiscal discipline--was 
severe. It produced a domestic demand recession in which 
capital investment declined for the second year running, and 
the manufacturing sector was compelled to seek export markets 
for excess production. It also yielded a number of positive 
results. Exports rose, and improvement was seen in the 
current account. Government revenues increased, yielding a 
reduction in deficit to 1 percent of GDP. Structural re- 
adjustment of the economy continued. Firmer commodity prices 
resulted in large foreign capital inflows and an appreciating 
currency. The Labor government's historic reelection in July 
1987 validated, in political terms, its claim to have steered 
the economy out of a crisis and returned it to solid growth. 


The October decline in world equity markets struck Australia 
particularly hard. The optimism underlying the September 
budget forecasts, although shared widely in business circles 
as well as in external financial markets, yielded under the 
weight of the sell-off. The government had foreseen a 
balanced federal budget in 1988, lower interest rates to 
stimulate domestic demand and capital investment, improved 
trade balances, and accelerating GDP growth. Given the 
prospect of slower growth in OECD trading partners, these 
forecasts must now be hedged. An economic slowdown is now 
probable in Australia in 1988. GDP growth is unlikely to 
reach 2 percent in the fiscal year ending June 1988. The 
budget will move into surplus, but little further progress is 
likely on the current account deficit. External debt will 
mount further to $66 billion, or 33 percent of GDP (net basis). 


A slowing of the economy will affect U.S. exports to Australia 
less than it will the exports of Japan, West Germany, and the 
United Kingdom. This arises because the Australian and U.S. 
dollars have tended to move similarly in relation to the 
currencies of those nations. The United States is Australia's 
second-ranked supplier after Japan. The United States could 
gain first rank in 1988 as a result of currency effects and 
higher aircraft and computer sales. U.S. exports which should 
do well in 1988 include industrial process controls, 
manufacturing automation and software, medical instruments and 
supplies, plastics and related products, pharmaceuticals, and 
financial/management consultancy services. 


* This report was prepared in December 1987. 





PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


Background to Current Policies: Labor Party leader Prime 
Minister Bob Hawke won office in March 1983 with a pledge to 
bring the Australian economy out of deep recession. Labor's 
strategy was to control wages, reduce unemployment, and 
stimulate output through expansionary budget deficits and 
rapid monetary growth. In an agreement known as "The Accord" 
between the umbrella labor union movement and the newly 
elected Labor government, the unions pledged industrial peace 
in return for government efforts to restore employment and 
economic growth. 


Helped by the end of a severe local drought, GDP grew 6.8 
percent in real terms in 1984, unemployment fell, and 
Australia enjoyed an economic surge. However, rising domestic 
demand drove up imports, which in turn led to deterioration in 
the current-account balance and a sharp rise in external 

debt. In response, the government allowed the currency to 
depreciate and tightened monetary and fiscal policy in a bid 
to slow the economy. 


In 1985, the contractionary policy was overrun by a cyclical 
downturn in world commodity prices. This undermined exports 
and exacerbated the current-account deficit. The initial 
phase of Hawke's economic program, a stimulated expansion of 
the economy, gave way to a second phase in which the 
government moved rapidly to prevent economic collapse. To its 
credit, the government championed austerity and exploited the 
crisis to press for macro-economic reforms. An early 
highlight was Treasurer Paul Keating's effort in July 1985 to 
introduce a national consumption tax. When thwarted in this 
attempt to attack the budget deficit through a tax increase 
rather then expenditure reductions, Keating imposed new taxes 
on businesses and upper income groups and tightened monetary 
policy to help restrict demand. 


Other highlights of this phase of policy were: Keating's 
"banana republic" speech in May 1986, in which he called for 
stringent austerity to combat the export commodities slump; 
the fall of the Australian dollar to 57.1 U.S. cents on July 
28, 1986; and Keating's elimination of foreign investment 
restrictions on the same day. From that low point the 
Australian dollar recovered steadily. The export-import ratio 
improved, and J-curve effects began to appear in the 
current-account balance, although the measure remained 
negative. Markets considered the trend to be fragile, 
however. In January 1987, the Reserve Bank committed $1.3 
billion in a week to stifle a run on the currency. During 
this period the economy, having narrowly averted recession in 
1986, claimed only tentative public confidence. 





Recovery in 1987: The stage for a third policy phase was set 
gradually by the improving trends of late 1986 and then, 
rapidly, by a combination of weakness in the U.S. dollar early 
in 1987 and the coincident recovery in export commodity 
prices. Beginning in February, opportunistic capital from 
Japan, Europe, and the United States flowed into Australia, 
lifting the Australian dollar and local share markets. 
Prospects improved, but before this became obvious Keating 
imposed a further round of austerity measures in the interim 
budget statement of May. Monetary policy was tightened 
further to ensure foreign confidence in the Australian dollar 
and curtail domestic demand. The government again exhorted 
the public to accept that the collapse of export commodity 
prices had made a decline in living standards inevitable. 
Australians accepted the argument, and in June Hawke announced 
an early election. Against historical odds, but on the 
strength of public conviction in the rightness of overall 
economic policy, he won an unprecedented third term for the 
Labor Party on July 11. 


In fact, economic readjustment and fiscal improvements had 
proceeded further than the public knew. Real household 
disposable income had fallen by 1.2 percent in the year to 
June 1987, and real domestic expenditure growth had risen a 
mere half of 1 percent. Real GDP growth had slowed to 2 
percent, with exports accounting for nearly all of it. The 
Australian dollar had appreciated 26 percent since the low of 
July 1986; the trade account was balanced or in surplus, and 
external debt growth had slowed. Unknown to the public, 
revenues from the tax enhancement measures in 1986 were 
running ahead of forecasts. 


In short, the government's macro-economic settings, helped by 
the weakening U.S. dollar and stronger commodity prices, were 
producing structural readjustment according to plan. 


Australia's Quarterly Trend Data 
(Percent change from previous quarter) 


86:III 86: IV 87:1 


Real GDP 0. é 
Consumer Price Index a . 
Average weekly earnings 2 
Exchange rate in U.S. 

cents per dollar 0.6299 0.6638 


(Millions of U.S. Dollars) 
Exports (F.0O.B.) 5,164 6,111 6,097 
Imports (F.0O.B.) 6,062 6,330 6,256 





Trade balance -898 -219 -159 158 
Current account 

balance -2,673 -1,998 -2,163 -2,092 
Net foreign debt 51,993 54,008 59,847 59,731 
Foreign exchange 

reserves 7,947 10,329 9,821 12,674 
All ordinaries 

share price index 1,247 1,473 1,690 1,766 


Current Policy: The third and current phase of economic 
policy dates from July-August 1987, coinciding with the start 
of Labor's third term of government. Its main features are: 


-- A shift in focus from macro-economic policy to 
micro-economic reforms at the sector and industry level to 
boost productivity, efficiency, and output. 


-- A shift from chronic government deficit to a balanced 
budget in the current fiscal year and an intended budgetary 
surplus in 1988-89. 


-- A shift from the use of monetary policy as the prime means 
of governing the foreign exchange rate to a more relaxed 
policy mix in which lower interest rates stimulate investment 


and consumption, and rising economic performance underpins the 
Australian dollar. 


-- Relaxation of previous austerity policies so that GDP 
accelerates and domestic expenditure resumes its role as the 
prime component of GDP growth. 


-- Continued wage restraint in the interest of overall 
national competitiveness. 


The new policy fetains the prime objectives of the old: 
diversification of the export base, economic liberalization, 
greater efficiency and competitiveness, deregulation of 
markets, restraint of wages, and a reduction in government 
expenditure as a percentage of GDP. Unlike the earlier 


phases, however, it originated in economic success rather 
than crisis. 


Unfinished Business: Debt, Investment, Wages: Australia's 
most pressing economic challenge is the chronic current 


account deficit now averaging on the order of A$1.2 billion 
per month. Current policy intends to correct the imbalance 
through broad structural adjustment that will yield a more 
competitive, export-oriented economy. But being a highly 
market-oriented and liberal policy, it relies on indirect and 
rather long-term changes to wind back the current account 





deficit. Indeed, its espousal of a more market-driven 
exchange rate and a looser monetary policy implies that 
J-curve effects could cease or reverse themselves in the 
short term. 


While the current account remains in deficit, external debt 
will continue to expand beyond the present level of $58 
billion or $3,625 per capita (net basis). As 60 percent of 
the debt is denominated in U.S. dollars, its size and the 
debt-service burden depend on the exchange rate--which in turn 
is a function mainly of world commodity prices, the strength 
of the U.S. dollar, and domestic interest rates. A policy of 
market-driven exchange rates implies acceptance of a rising 
Australian dollar that will moderate debt in the short term 
but exacerbate it in the long term as competitiveness 
declines. The desirable prescription, a stable exchange rate 
at the highest level consistent with strong export sales, is 
the position government has adopted publicly. Critics of the 
policy point argue that a liberal approach to the exchange 
rate question ignores Australia's position as a price taker 
in world commodity markets. 


A second challenge to policy is the need to boost investment 
in export-oriented and import-competing industries. Real 
business investment in new capital plant and equipment grew 
-2 percent in 1985-86 and .9 percent in fiscal 1986-87. 
Although retooling is required in many industries, recent 
investment has flowed conspiciously into local equity and 
bond markets, corporate acquisitions, and real property. The 
government intends to allow market forces to influence 
investment decisions in the stated belief that where the 
macro-economic settings are correct, productive capital 
investment will ensue. Pre-October surveys of corporate 
investment plans suggested that manufacturing investment 
would increase in 1988, vindicating the government's policy. 


The government's program of investment incentives includes 
accelerated depreciation of new plant and equipment, a 
150-percent tax deduction on approved research and 
development, bounties or tax drawbacks for certain export 
production, and concessional financing for new industries. 
In the September 15 budget address, Keating announced he would 
review corporate taxation with the aim of broadening the 
corporate tax base and eliminating marginal tax expenditures 
to enable a reduction in corporate profits tax from the cur- 
rent 46 percent to a figure nearer the levels prevailing in 
OECD competitors. The review, to be completed in 1988, is 
expected to stimulate investment. 





A third challenge to policy is to contain wage pressures and 
raise labor productivity. Wage growth has lagged inflation 
since 1985, validating union claims that labor has contributed 
its share toward structural readjustment. Productivity growth 
has declined since mid-1985, reflecting both the weakness in 
business fixed capital investment and the complex structure 
and relatively militant tradition of the Australian union 
movement. 


In a path-breaking reform, the government accepted a two-tier 
national wage settlement procedure in March 1987 by which a 
minority fraction of the wage claim is granted by a national 
arbitration commission across-the-board, but the majority 
fraction, the so-called second tier, is negotiated at industry 
or plant level and tied to productivity increases acceptable 
to management, labor, and the arbitration panels. The second 
tier is capped at 4 percent. Introduction of the two-tier 
system radically decentralized the wage-setting process by 
returning bargaining to the "shop floor" where specific 
work-practice reforms are to be negotiated. In doing so, the 
reform significantly slowed the flow of wage gains across the 
national work force. Only 60 percent of workers are expected 
to be receiving both tiers of the March 1987 wage case by June 
1988. Although the reform has yet to prove itself 
statistically, the early data indicate higher but slower wage 
gains in 1988, modest real increases in productivity, and 
lower overall inflation. 


The October Share-Market Collapse: The October decline in 
global equity markets hit Australia particularly hard. Values 


on the leading Sydney exchange fell by 43 percent, erasing $82 
billion in share value. Critics called the government's 
policy complacent and demanded an emergency mini-budget to 
reduce government expenditures. The government defended its 
basic policy settings and rejected a mini-budget in 1987. 

Both sides then turned to the more earnest business of 
assessing damage to the real economy, as distinct from losses 
to highly leveraged speculators. 


Whether the crisis will doom the third policy phase is 
debatable. In a worst case, Keating could be driven back to 
the second phase mix of stringent fiscal, monetary, and wage 
policy to deal with the emergency. Arguably, however, he can 
cope within the parameters of existing policy by adjusting it 
to exploit the opportunities that the crisis presents. 


Policy adjustments must first minimize the impact of external 
recession. The current budget is premised on world growth of 
2 to 2.5 percent, stable commodity exports, a slight improve- 
ment in terms of trade (perhaps 2 percent), accelerating 





domestic growth, and higher domestic investment in the traded 
goods sector. The great perceived risk in the equity collapse 
is a possible recession in the United States, spreading 
elsewhere in the OECD in 1988-89 and undermining demand for 
coal, iron ore, aluminum, wool, and metals. Recession would 
strike at Australia's balance of payments and current account, 
and swell the external debt. 


Whereas the currency, and more broadly the wealth of 
Australia, had come to rely in 1987 on international capital 
rather than trade flows, a significant shift in foreign 
capital flows has now occurred. The forecast must be that 
trade, rather than capital movements, will determine the state 
of the Australian economy in 1988. Exports will be critical. 
Capital investment programs will be hedged in the short term. 


Nevertheless, the situation contains positive elements. As on 
Wall Street, the equity decline removed new rather than 
long-established wealth from shareholders. At present levels 
the Sydney index is where it was in November 1986. After 
early intervention to steady the Australian dollar, Keating in 
November chose to maintain low interest rates and to allow the 
dollar to fall, from 73 to 68 U.S. cents. The decline should 
stimulate the export-oriented manufacturing sector, and though 
it may add to domestic inflation, it will mitigate the import 
surge that the government feared would result from higher 
domestic expenditure. Most important, the threat of global 
recession adds cogency to the government's long-standing 
domestic reform program based on wage restraint, restructuring 
for competitiveness, and fiscal moderation. Keating will 
grasp the opportunity. He will argue for continued tight 
fiscal and wage policies in 1988 and hold monetary policy in 
reserve as a measure of last resort. 


Meanwhile, the primary sector continues to perform well. 


Minerals and Fuels: Mining experienced a successful but 
uneven year. The two largest exports, black coal and iron 
ore, suffered weak demand in their primary market, the 
Japanese steel industry. For the year ending September 30, 
1987, black coal production rose 13 percent from the level in 
the previous year, but export revenues remained virtually 
constant. In the same year-to-year comparison, iron ore 
volumes rose 8 percent but export revenues were off 14 
percent. In contrast, gold, petroleum, and alumina/aluminum 
performed impressively. Gold production increased 

by 31 percent in the third quarter of 1987 compared with the 
same period in 1986. Comparing 12-month figures, gold export 
earnings rose 92 percent, petroleum earnings 13 percent, and 
alumina and aluminum earnings 33 percent. Base metal exports 





although comparatively minor recovered significantly in price 
terms over the year. Gold emerged as Australia's 
third-ranking mineral export and appears headed for still 
higher volumes as production expands. 


Of significance to Australia is the trend toward relocation of 
Japanese manufacturing facilities outside Japan. Where such 
facilities produce steel or steel products, their potential 
relocation to countries having local supplies of coal and iron 
ore implies a structural change in Australian trade patterns 
over the long tern. 


Agriculture: Prospects for the rural sector have improved 
considerably in recent months. The spectacular rise in wool 
prices accounts for much of the changed outlook, but signs of 
a more broadly based recovery are developing. Encouraging 
seasonal conditions, indications of stronger export demand for 
a range of commodities, and the easing of cost pressures have 


all added to a picture of improved economic prospects for the 
sector. 


The forecast of the gross value of rural production in 1987-88 
has been raised to A$18.15 billion, representing an increase 
of 6.8 percent following the 9.5 percent growth recorded in 
1986-87. The sharp contraction in the wheat sector (gross 
value down 27 percent) is expected to be offset by 
moderate-to-strong growth in other rural products. Led by 
wool (up 33 percent), the gross value of the livestock sector 
is forecast to increase by 16 percent, with beef and veal (up 
10 percent) the other major source of growth. 


Australian rural exports in 1987-88 are forecast to increase 
by 9 percent to a record A$13.3 billion after increasing by 
4.5 percent in 1986-87. Rural exports in 1986-87 were higher 
than expected and now, with good local seasonal conditions and 
some improvement in world trade, Australian rural export 
prospects are considerably better than they were a few months 
ago. Much of the optimism is due to wool exports, which are 
now estimated to increase by 27 percent to A$4.9 billion. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Trade Implications: New capital investment in manufacturing 
industries was modest in 1987 and may fail to meet forecasts 
in 1988. However, the changing parity of the U.S. dollar 
against the currencies of other leading capital equipment 
suppliers will leave the United States well placed in 1988 to 
capture new capital equipment sales. Promising sectors 
include the textile, basic metal products, chemicals, 
petroleum, and coal industries. 





Prospects in the services sector are excellent. U.S. sources 
provide the bulk of Australia's aviation equipment, and 
success in this market should continue. In ADP, office, and 
medical equipment, U.S. suppliers are prominent and, again, 
should benefit from exchange rate adjustments. 


The US&FCS, Australia, will complete a general survey of 
industry equipment requirements in March 1988. At present, 
the US&FCS believes the following 17 segments offer 
particularly good opportunities for U.S. exporters: 


Advanced Ceramics Food Processing 
Agricultural Equipment Franchising 
Building Supplies Genetic Engineering 
Computer Software - Data Base Hospitality Services 
Management Industrial Process Controls 
Computer Software - Desk Top Manufacturing Automation 
Publishing Medical Instruments 
Construction Equipment Oil & Gas Field Machinery 
Electric Power Machinery Printing and Graphic Arts 


Investment: U.S. direct investment in Australia stands at 
approximately US$9 billion. Investment consists of U.S. 
equity in stock, paid-in capital, reinvested earnings, and net 
debt where a U.S. company owns at least 10 percent of the 
foreign company. 


The U.S. Chamber of Commerce in Australia estimates that 20 
to 25 percent of Australian non-farm exports are generated 
by U.S. subsidiaries. More than 10,000 agency agreements 
exist between U.S. firms and Australian representatives, and 
approximately 2,000 licensing agreements. U.S. affiliates 
employ more than 311,200 people in Australia. Capital 
spending by the 730 U.S. affiliates in Australia rose 4 
percent over 1986 to US$1.6 billion. It has increased 26.7 
percent since 1985. Australia is forecast to receive a high 
level of U.S. capital investment again in 1988. 


Liberal investment regulations and a stable government have 
made Australia an attractive market for investment dollars. 
However, there are drawbacks. Compared to other OECD 
countries, Australia has a relatively high inflation rate. 
Compared to neighboring countries in South and Southeast Asia, 
Australia has relatively high taxation levels, transportation 
expenses, and labor costs. 


Since 1972, the Government of Australia has exercised a measure 
of control over foreign investment through the Foreign Invest- 
ment Review Board (FIRB). The FIRB advises the Treasurer, who 





o>. 


controls investment approval, on foreign investment proposals 
for restricted industries such as finance, insurance, the 
media, and civil aviation. Since July 1986, the FIRB has 
virtually ceased to be an impediment to foreign investments 
not judged to involve national security. In April 1987, 
additional liberalizing regulations were passed, affecting 
insurance, stockbrokering and resource processing sectors. 


A 30-percent offset requirement applies to foreign bidders on 
government civilian or military contracts amounting to more 
than A$2.5 million over a l-year period. The offset 
requirement can be met by a transfer of technology; training; 
research and development; purchases of Australian-made 
products, components, and services; overseas marketing; part 
production or assembly in Australia; joint venture projects; 
gifts and donations; production; and test or maintenance of 
equipment. Certain further provisos apply. Australia is not 
a signatory to the Government Procurement Code. 


The offset system may induce foreign firms to transfer propri- 
etary information in order to meet requirements. Added cost 
to U.S. firms may result from performing research and deve- 
lopment in Australia, as well as from offering proprietary, 
nonproprietary, or intellectual property information at 
reduced prices to Australian entities. 


In the second half of 1987, the Australian Government sought 

to quicken the pace of technology transfer and export-oriented 
investment by launching a Corporate Partnership Program. The 
program offers high-technology-based companies total or 

partial relief from offset requirements in return for com- 
mitments to invest in export-oriented research or production 
with established multi-year export targets. Still in its early 
development, the program has succeeded to date in recruiting a 
number of prominent U.S. firms, mainly in the computer field. 








